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PREFACE 


THE INTERNAL and international monetary instability which 


| afflicted so large a part of the world immediately after the second 


world war existed in its most acute form in Europe. It seemed 
clear that the economic recovery of Europe and of the world 
depended in considerable measure on the ability of the European 
countries to stabilize prices and exchange rates and to devise 
monetary methods which would make possible the necessary 
international flow of goods and services. Particularly, it was 
important to avoid a reversion to the bilateralism and discrimina- 
tion which characterized the autarchic thirties. 


In this article, Professor Robert Triffin reviews the major 
efforts made in recent years to cope with these complex and often 
highly technical problems. He analyzes the inadequacies of the 
International Monetary Fund and then traces the development 
of European monetary integration, culminating in the establish- 
ment of the European Payments Union. In his detailed 
description of the functioning of the EPU, Professor Triffin 
points out those factors which have favored its successful 
development and suggests further steps toward strengthening it. 


Robert Triffin has, since 1947, taken an active part in the 
discussion of European payments arrangements at the Inter- 
national Monetary Fund and later in the preparations and 
negotiations for the European Payments Union, ECA and the 
Organization for European Economic Cooperation (OEEC). In 
1950-51, he was alternate United States representative on the 
Managing Board of the European Payments Union. At present, 
he is Professor of Economics at Yale University. This article was 
adapted by Professor Triffin, in a minimum of time, from his 
article in a book being published by the European Center of the 
Endowment, entitled Les Organismes Internationaux et I’Inté- 
gration Economique de l’Europe. 


ANNE WINSLOW 
June 1952 Editor 
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Monetary Reconstruction 
in Europe 


By ROBERT TRIFFIN 


THE MONETARY SYSTEM 
of Europe, deeply shattered by two world wars and the world 
economic crisis of the early 1930’s, is undergoing, under our 
eyes, a fundamental process of adaptation and reconstruction. 
Few of us are aware of the revolutionary implications of these 
changes in the international monetary mechanism. 


The term “reconstruction” suggests a return to the past, 
a “back to normalcy” movement. To a certain extent, this 
is true. Today, as after the first world war, part of the problem 
lies with the return of each country to monetary stability, 
internal and external. The collapse of the gold standard and 
the growth of inconvertibility techniques—unknown in former 
days—also creates, however, an entirely new challenge. The 
job of reconstruction cannot stop with the stabilization of 
prices and exchange rates by each country, acting in isolation. 
The international framework and mechanism of monetary 
settlements must also be reconstructed if we are to escape 
from the economic waste and political dangers of widespread 
bilateralism and discrimination. This reconstruction can no 
longer be expected from simultaneous and unilateral decisions 
at the national level. An international settlements system can 
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be restored today, and preserved tomorrow, only by inter. 
national action and cooperation. 


On the continent of Europe, this international action and 


| 





cooperation merges into a broader movement for economic; int 


and political integration, which might ultimately lead to a far 


closer degree of monetary harmonization among the countries Mc 


involved. 


This article falls, therefore, into three parts. The first part 
will review very briefly the progress achieved, at the national 
level, toward internal and external monetary stability. We 
shall then turn, in the second part, to the two major postwar 
attempts to reconstruct an international monetary system, i.e,, 
the International Monetary Fund and the European Payments 
Union. The third part will deal with the more specific 
problems and techniques involved in the possible evolution of 
this latter institution toward the monetary union of Europe. 
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internal and External 
Monetary Stabilization 


THE EFFECTIVE STABILIZATION 


of a country’s exchange rate_must, ofcourse, follow, rather 
than precede, , the internal Stabilization _of its currency. As 


long as domestic inflation is not arrested, price, wage and 
cost instability is bound to undermine and defeat any attempt 
to maintain a fixed exchange parity with other currencies. 


Internal stabilization in Europe at the end of the war 
depended, in turn, on the solution of two very distinct 
problems. First of all, the current generation of inflationary 


means of payments, by by the state and by the banks, Obvion y the bariks, obviously 


had to be arrested. E Secondly, price controls and rationing 


were to be abolished, a new equilibrium had to be brought 
about between the de the domestic price level and _ the excessive 


liquidities resulting s resulting from the previous inflation. 


Neither of these two tasks could be successfully achieved in 
the immediate aftermath of war. The depletion of stocks, the 
disorganization of production, the urgent needs of reconstruc- 
tion created a situation of extreme scarcity in which the 
allocation of available goods and resources could not be left 
in practice to the free interplay of market forces without 
excessive economic waste and unbearable social injustice. 





The same situation prevailed in the external field. The 


meager exchange FeSOUrCES | and earnings of each ch country had 
to be reserved for the most essential and ur gent import needs, 
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rather than sold freely to the higher bidders in the exchange 
market. Neither could exchange readjustments, in 1946 or 
1947, be counted upon to stimulate any substantial increases 
in exports. In order to export, a country must first produce, 
In order to produce, it must first reconstruct, re-equip and 
restock. Price concessions—via exchange depreciation—could 
not expand a country’s sales before it had the goods to sell.* 


United States aid, and particularly the European Recovery 


Program, greatly hastened the job of physical reconstruction } 


———— 


which was the indispensable prerequisite of monetary recon- | 
struction. Prewar production levels were reached again as | 


early as 1948 and greatly exceeded in the following years. 
Current inflation was, in most countries, brought under control 


and latent inflation absorbed by price rises—following the | 


abandonment of rationing and price controls—or reabsorbed 
by monetary purges, funding operations or budgetary sur- 
pluses.* By 1949, prices had stopped spiralling, and_were even 
oriented downward in the Latin countries, in which the ratio 








ae mre 


of monetary liquidities to national income had been halved | 


since the war and brought back to approximately their prewar 
levels. 


External balance was also approached gradually, but 
rapidly. Exports increased more than 200 per cent in value 
and 50 per cent in volume above their prewar level. From 


1 These considerations underlay the acceptance by the International 
Monetary Fund, in the winter of 1947, of the overvalued parities 
proposed by its members, the “artificial” character of which was as well 
known to the Fund as to its critics. 


2 Industrial production in Europe is now running at about 40 per cent 
above the 1938 levels. 


3 France and Italy let prices catch up with monetary liquidities, and had 
therefore to accept far greater currency depreciation than the other 
countries, and to suffer far more social unrest. The most drastic 
monetary purges were those of Germany and Belgium. The primary 
reliance placed by the United Kingdom and the Scandinavian countries 
on slower-acting techniques of disinflation explains, in part, the longer 
retention of price controls and rationing in these countries. 
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$9 billion in 1947, the deficit of Europe toward the rest of 
the world had been reduced to approximately $2 billion in 
1950. The devaluations of September 1949 had also brought 
about a more tenable pattern of exchange rates, and indicated 
a renewal of confidence in monetary and exchange policies as 
an alternative to administrative controls. 


The achievements of this period are truly remarkable. Five 
years after the second world war, physical and monetary 
reconstruction had reached a stage which had not been 
reached for about ten years after the first world war. On the 
other hand, the international system of monetary settlements 
remained in a state of utter chaos. The generalized incon- 
vertibility of currencies made it impossible for any one 
country to escape from the shackles of bilateralism and 
discrimination. This had not been the case after the first 
world war, when currency inconvertibility merely meant the 
temporary suspension of a fixed relationship to gold or foreign 
currencies, but left traders substantially free to buy or sell 
foreign exchange against their own currency, on the inter- 
national money markets. Exchange controls had completely 
destroyed this mechanism, and no single country could restore 
it, or replace it, except in agreement with others. 


The sterling area alone had preserved full transferability 
over a large portion of the world, but the failure of sterling 
convertibility in 1947 had shown that even this powerful 
group of countries was unable to restore, by itself and at that 
time, a fully international system of monetary settlements.* 


4The difficult problems, but also the very real achievements, of the 
sterling area mechanism are not always understood in the United States. 
Their discussion lies entirely outside the scope of this article. See, however, 
two British viewpoints in Roy F. Harrod, The Pound Sterling (Princeton, 
1952), and Marcus Fleming, “Regional Organization of Trade and 
Payments,” American Economic Review, Papers and Proceedings, 1952. 
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Restoration of an International 
Settlements System 


THE TWO MAJOR INTERNATIONAL | 


efforts made since the war to bring a solution to this 
problem have been the International Monetary Fund and the 
European Payments Union. Much can be learned from the 
failures, as well as from the achievements, of both of these 
institutions. The relative failure of the Fund is largely due to 
postwar difficulties which could not be fully anticipated at the 


time of its creation, and should not blind us as to its ultimate | 


potentialities. The relative success of EPU to date, on the 
other hand, is largely due to unexpectedly favorable circum- 
stances particularly during its first year of operations, and 
should not blind us as to the future difficulties and defects of 
a purely regional agreement. The time has come for both 
institutions to face, far more frankly and boldly than they 
have done so far, the problems of their future development 
and constructive cooperation in restoring a sounder and more 
flexible system of international settlements. 


THE INTERNATIONAL MONETARY FUND 


There is no need to review here the Fund’s Articles of 
Agreement or its activities in the six years which have elapsed 
since its establishment in 1946.5 More important is a general 


5 See Raymond F. Mikesell, “The International Monetary Fund, 1944- 
1949,” International Conciliation, No. 455 (November 1949). 
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: 


| appraisal of the results achieved and of the reasons underlying 

| a failure which has now become all too evident, even to the 

| most ardent defenders of the institution. The author counts 

_ himself among the latter and the criticisms expressed below 
gs] | imply in no way a general condemnation of the Fund, but on 
the contrary a deep-seated conviction that every effort must 
now be bent to make the Fund an effective—and indispensable 
—instrument for international monetary cooperation and 
management. 


AL The facts are well known. The Fund was first supposed to 
this | establish an initial pattern of par values and to control any 
the | later modifications of the exchange rates thus established. In 
the | practice, the Fund has generally accepted without any change 
ese _| the proposals made in both respects by its individual members, 
-to ) even when the par values proposed were—as in the Chilean 
the | case—totally unrelated to the actual rates of exchange effect- 
ate | ively applicable to the bulk of a country’s transactions. In the 
the | few cases in which the Fund refused to approve a country’s 
m- | request, the country uniformly flouted the Fund’s advice and 
nd | proceeded, unperturbed, with its own plans and decisions. 


> 
° 


of | Secondly, the Fund was supposed to promote the elimina- 
th tion of exchange controls. All its members, however, with only 
*Y five exceptions® invoked Article XIV of the Agreement in 
nt order to retain their full freedom in this respect. As of now, 
Te the Fund appears to have had no perceptible influence on the 
evolution of exchange controls and discrimination throughout 

' the world. 


Finally, after a first flurry of operations in 1947 and 1948, 
of the Fund all but suspended its exchange transactions and has 
d , only recently made a timid attempt to resume some activity 
al in this field. 


i. 6 El Salvador, Guatemala, Mexico, Panama and the United States. 
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This indictment, however, requires some immediate qualifi. | 
cations. A general readjustment of exchange rates would have | 
been premature in 1946 and would have served little, if any, | 


real purpose. Neither could any substantial progress be made, | 


in the early years of the Fund, toward the relaxation of { 


exchange controls. Finally, the exchange requirements of 
Fund members could have been satisfied during this period 
only at the cost of a quick exhaustion of the Fund’s hard 


; al 
currency resources. Moreover, these requirements were, in 
most cases, more properly met from other sources, and ! 


particularly from the European Recovery Program. 


The failure of the Fund, therefore, is less fundamental than 
would appear at first. It was, in essence, a failure of adapt- 
ability to an environment very different from that envisaged 
in Bretton Woods. International economic and political con- 
ditions made the freeing and stabilization of exchange rates 
a practical impossibility at that time. Only more modest aims 


~ 


could have any significance as an immediate program | 


of action. The Fund Agreement, however, was generally 


silent on these short-term problems, except for the practical 


denial of the Fund’s jurisdiction over exchange control during 
the transitional period (Article XIV). Any progress or com- 
mitments by members would have to be negotiated rather than 
imposed from above, but the Fund was an awkward instru- 
ment for such negotiations. Its administrative machinery had 
been planned for a world order in which the Fund could deal 
with one country at a time in isolation from the others. A 
country which wanted to borrow from the Fund, to readjust 
its exchange rate, or to impose exchange restrictions (under 
Article VIII, after the transition period) would come to the 
Fund, and its request would be examined with a view to 
helping it solve its problems and to bringing it back as speedily 
as possible into the fold of countries with free and stable 
exchange rates. 
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This type of machinery presupposes the existence of a 
fundamentally equilibrated structure of international payments 
which could serve as a frame of reference when dealing with 
an individual country’s problems. In fact, however, the Fund 
was confronting a situation of generalized disequilibria, with 
overvalued rates of exchange and extensive trade and 
exchange controls. No country was in a position to choose a 
permanent exchange rate or to liberalize its controls, without 
knowing at the same time the policies which other countries 
would follow with respect to their own rates and controls. 
Commitments by one country were dependent on mutual and 
simultaneous commitments by others, and could be made 
only after such commitments were obtained through direct 
negotiation with its main trade partners or competitors. This 
procedure was indeed to be adopted later by OEEC with a 
considerable measure of success. It could not be carried out, 
however, by the Fund’s Executive Board made up, as it was, 
of a few delegates, permanently in residence in Washington, 
cut off from regular policy-making responsibilities in their own 
country, and dependent in practice on instructions from the 
home countries for all substantive decisions to be reached by 
the Board. In the absence of an effective negotiating machin- 
ery, the Fund could only register passively the decisions on 
exchange rates and exchange controls independently made 
by each national government and officially communicated to 
the Fund through its Executive Director. 


The main effect of the Fund’s existence probably was, in 
this respect, to encourage unwillingly the prevailing trend 
toward overvalued exchange rates, protected by pervasive 
trade and exchange controls. This was neither foreseen nor 
desired, but resulted from the unavoidable dramatization of 
any change in exchange rates involved in the Fund’s formal 
procedure for any modification of par values. A par value 
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could not be abandoned without the simultaneous declaration | 
of a new par value. Governments were understandably 
reluctant to undertake such new commitments at a time when 
domestic and external instability made the intelligent choice ; 
and effective maintenance of a new rate practically impossible, 
They tended to cling as long as possible to the par values 
previously in effect, even if this aggravated their payments 
deficits and forced them to tighten further their trade and 
exchange restrictions. 


This made it all the more important to minimize the | 
damaging impact of these restrictions by making them as 
flexible as possible, and by ridding them of all unnecessary 
bilateral and discriminatory features. The Fund showed 
remarkable courage, in this respect, when its first official 
country mission recommended, and obtained, the elimination 
of quantitative trade and exchange controls in Ecuador and 
their substitution by a more flexible and non-discriminatory 
system of exchange surcharges on non-essential imports, com- 
bined with a free exchange rate for all uncontrollable 


. ; : 
transactions. This experience was extremely successful and the 


same pattern was later imitated, to a greater or lesser extent, 
by other Latin American countries. 


On the other hand, the Fund persistently refused to take 
any active part in the attempts of European countries to rid 
themselves of bilateral trade and payments agreements and 


to replace them with a multilateral agreement fostering | 


triangular trade and settlements in lieu of uneconomic, 
artificially enforced, bilateral equilibrium between each pair 
of countries. This is all the more surprising in view of the 
clearly stated objective of Article I (iv) of the Fund Agree- 
ment “to assist in the establishment of a multilateral system 
of payments in respect of current transactions between 
members.” And yet, the roots of this attitude go far back to 
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the initial discussions, at the technical level, which preceded 
Bretton Woods. Asked by Professor D. H. Robertson how the 
Agreement would facilitate such triangular settlements, the 
main architect of the plan answered curtly that this was a 
technical detail which he would gladly leave to the drafting 
committee. 


The Fund’s operations, indeed, are narrowly limited to 
salvage operations designed to help an individual country 
meet a temporary deficit in its balance of payments. There is 
no room in the Agreement, however, for multilateral settle- 
ments as such, i.e., for allowing a country in over-all 
equilibrium to utilize its bilateral earnings with some countries 
to cover its bilateral deficits with other countries. Such a 
country might be allowed to borrow from the Fund, but 
could not mobilize or rediscount with the Fund its claims 
against its own debtors. Contrary to all expectations, the Fund 
did not replace bilateral payments agreements by a multi- 
lateral payments agreement. Its own operations were confined 
to direct lending by the Fund to each individual member, on 
a strictly bilateral basis. The bilateral payments agreements 
concluded around the end of the war—and which generally 
included a specific revision clause permitting them to be 
included under the Fund Agreement—were left intact, and 
continued indeed to channel most of Europe’s monetary 
settlements. 


The maintenance of a bilateral framework for international 
payments ensured automatically the persistence of a rigid 
bilateralism in the administration of trade and exchange 
restrictions. Each country would have the strongest incentives 
to discriminate against its creditors—to avoid gold payments 
beyond the credit margin—and in favor of its debtors—to 
avoid the accumulation of frozen credits, or the adoption of 
discriminatory restrictions against its own exports. Such 
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discrimination was even fostered indirectly by Article IV of 
the Fund Agreement which forced a country whose currency 
was not fully convertible into gold to maintain, in effect, the 
official cross-rates of all third currencies in its own market, | 
This was one of the reasons for the break between France | 
and the Fund in January 1948, France refusing to maintain 
the sterling rate at par on its own market because this might | 
have involved either a large accumulation of sterling balances 
by the French Equalization Fund, or artificial discrimination 
by France in favor of imports from the sterling area.” 


Countries could, of course, refuse to conclude payments 
agreements and insist on full gold payments by their debtors. 
It was particularly hard, however, for any country to take 
such a rigid attitude, without assurance that the same policy 
would be adopted by other competing countries. A country 
which adopted such a policy in advance of the others would 
open itself to currency discrimination by its debtors and lose 
to its competitors its most normal and vital export markets. 
The very general language of Article XIV of the Fund 
Agreement deprived it of any protection against such dangers, 
since under that Article each country remained free to 
discriminate not only against hard—or scarce—currency 
countries, but against weaker countries as well. 


This fundamental gap in the Fund Agreement can, again, 
be explained in terms of the latter’s overemphasis on long-term 
objectives, and its comparative neglect of the transitional 
postwar problems. In a world of full convertibility, multi- 
lateralization would follow from the obligation for each 
country to convert, at any country’s request, balances of its 


™The French fears proved, in fact, to be unfounded since France 
incurred large sterling deficits in the following months, but advance 
predictions were, of course, extremely hazardous in this field, and France 
was understandably reluctant to assume the risks involved. 
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own currency accumulated by the latter. This obligation, 
however, was practically suspended by Article XIV, and 
further limitations or suspensions were foreseen under Article 
VIII, even beyond the transitional postwar period. Pending a 
general return to convertibility, joint agreements should have 
been sought to limit all unnecessary abuses of discriminatory, 
bilateral trade and payments techniques. While exchange 
controls themselves were probably unavoidable, generalized 
bilateralism and discrimination were not, and should have 
been governed from the start by some set of agreed rules such 
as the scarce currency provision of Article VII. 


The refusal, or inability, of the Fund to tackle these short- 
run problems, and to promote gradual progress toward 
convertibility rather than wait for it passively, created 
increasing disaffection or indifference toward the institution. 
The efforts of European governments—and of the ECA 
Administration—came to center more and more on the 
Organization for European Economic Cooperation, and gave 
it wide responsibilities in a field in which initiative should 
normally have been expected to come from the Fund itself. 
In the end, the European Payments Union was created to fill 
the gap left by the Fund’s inactivity with respect to the 
effective multilateralization of trade and payments. 


This is not to say, however, that the Fund is definitely 
doomed and that nothing more can be expected from an 
institution which it took such pains and efforts to establish, 
which counts within its staff many brilliant minds and person- 
alities, and which still commands vast resources contributed 
by nearly all the countries of the world. Monetary cooperation 
will continue to require worldwide as well as regional agree- 
ments, if it is not to end in purely autarkic groupings. Many 
of the Fund’s provisions, moreover, will become reasonable 
and useful when the world has recovered further from the 
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wreckage of the last war and of the present cold war. Finally, 
the defects of the present Agreement are now so generally 
recognized that the necessary revision and amendments should 
not prove an insuperable task. 


What Should Revision Include? 


First and foremost, the Fund should accept responsibility 
for helping create and maintain a multilateral framework of 
settlements, and for defining and limiting the exceptions that 
may prove unavoidable in practice. Its scarce currency provi- 
sion already contains the germ of the necessary solution, and 
if some degree of discrimination has to be allowed it should 
be governed strictly by some such provision. On the other 
hand, the financial operations of the Fund should no longer 
be limited to bilateral lending, but should make ample room 
for triangular operations, geared to the compensation or 
mobilization of members’ earnings, indispensable to ensure the 
maximum miultilateralization of trade and payments. It is 
unnecessary to indicate here in detail the technical mechanism 
which might best serve this purpose, while protecting the 
liquidity of the Fund’s assets and guarding against the freezing 
of its resources in financing continuing inflation and over-all 
deficits by some members. 


Secondly, revised Fund statutes should modify the present 
overemphasis on par value stability and make room for more 
flexible exchange arrangements, at least as a transitional 
device, when internal or external conditions make it impossible 
to maintain rates which are at the same time stable and free. 
Certainly, the Fund should not insist that stability be preferred 
to freedom in all cases. Stable rates are of little significance 
if exchange controls limit traders’ access to them in accordance 
with more or less capricious and changing administrative 
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decisions. The danger of competitive devaluations was cer- 
tainly given a very much exaggerated emphasis in the Bretton 
Woods discussions, and, in fact, the Fund has never had 
occasion to oppose excessive recourse to devaluation by its 
members. Its concern has rather been throughout with the 
artificial maintenance of overvalued rates. In any case, the 
Fund could place such conditions on the transitional use of 
flexible rates by members as to give far more scope for real 
consultation and cooperation than sudden cascades of wide 
exchange readjustments calling for immediate approval or 
rejection by the Fund. The experience of September 1949 has 
been as illuminating as disheartening in this respect for all 
those who could follow the so-called process of “consultations.” 


Thirdly, the field of automatic, and of discretionary, opera- 
tions should be defined more clearly than it is today. Long 
studies have already been made on this problem—and the 
parallel problem of repurchase or amortization—but the 
inflexibility of the Agreement has imposed many contorted 
and confused legal interpretations which have left member 
countries extremely uncertain as to their exact rights and 
obligations in the matter. 


Last, but not least, the Fund must place less reliance on its 
jurisdictional powers, and more in mutual negotiation, over 
many aspects of monetary problems and policies. This would 
undoubtedly involve a drastic administrative reorganization 
and a maximum decentralization of the present machinery for 
operations and consultation. A worldwide negotiation, involv- 
ing fifty heterogeneous countries or more, is extremely hard to 
carry out successfully in practice.® It is also very often 
unnecessary. Many problems and conflicts arise only in a 


8 This is precisely one of the reasons why the Fund has tended more and 
more to rely on legal jurisdiction, interpretation and precedents, rather 


than on negotiation. 
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regional framework and could best be handled at that level, 


Worldwide consultation and harmonization would, of course, | 


remain necessary on certain issues, but they need not involve 
more than a central staff and infrequent meetings of high 
policy makers in Washington. Most of the negotiations and 
operations—within limits centrally determined—could then be 
left to regional boards or offices, such as the present OEEC or 
EPU. This would facilitate attendance by regular policy 


— 


makers or high level technicians, with continued responsibilities | 
in their own countries, rather than by distant delegates acting 


only under specific instructions from their governments. It 
would also facilitate far closer harmonization and integration 
than is possible—or indeed desirable—in a wider and hetero- 
geneous group, where the common denominator for agreement 
is necessarily far lower than in a smaller and more homo- 
geneous group of countries closely knit together by economies, 
geography and history. Much of the success of EPU is 
certainly due to the keen realization of their interdependence, 
and to the greater trust of each other, prevailing among the 
European countries. 


This bare outline touches only on the most general aspects 
of the Fund’s problem. It should suffice, however, to indicate 
why the Fund was unable to fulfill the hopes initially placed 
on it, and why other institutions emerged to carry further the 
process of monetary reconstruction in Europe. 


THE FIGHT AGAINST BILATERALISM 


The bilateral payments agreements concluded in Europe 
during, or in the early years following, the war constituted, 
in spite of their name, the first effort at breaking down the 
bilateral shackles which the exhaustion of international 
monetary reserves would otherwise have placed upon European 
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trade and payments. These agreements defined in effect 
mutual commitments to grant import and export licences to 
permit a resumption of trade between the partners, and 
opened mutual credit lines which allowed them to escape 
strict bilateral balancing of their imports and exports. 


By nature, however, this could only be a temporary 
expedient. Even if it were in over-all equilibrium in Europe, 
a country would normally tend to develop surpluses in some 
directions, offset by deficits in other directions. Hence the 


need for compensations of deficit and surplus balances, or for 
the merging of bilateral payments agreements into a single 


multilateral agreement. The difficulty of either solution, how- 
ever, was that no country was in over-all equilibrium in 
Europe itself, and that many were in deficit both in Europe 
and outside Europe. Their credit worthiness, and the chances 
of over-all balance being restored, varied greatly from country 
to country. Prospective creditors might be willing to extend 
credits, but only if they could control their direction, and limit 
their amount to any particular borrower. The extreme 
creditors and the extreme debtors would probably have been 
the main losers if full multilateral compensation had been 
accepted: the first because they would have found their net 
claims concentrated against the latter—and weaker—coun- 
tries; the second because they would have found their net 
debts concentrated upon the first—and harder currency— 
countries. 


A hardening of the ultimate settlements—with lesser credits 
and prompter gold payments—would have obviated these 
difficulties, but this would have been unacceptable to the 
deficit countries as an alternative to large credit settlements. 
Bilateralism allowed them to play one country against another 
and to obtain more credits under the threat of shifting their 
imports away from the non-lenders and in favor of the lenders. 
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The failure of sterling convertibility in the summer of 1947 | howe 
gave this group the powerful support of Britain, which | that ' 


remained in adamant opposition to gold settlements until its 


position improved spectacularly in 1950, following the devalu- | 


ation of the pound. 


Progress was therefore extremely slow in the years 1947. 
1950. A first, but very modest step, was taken in November 
1947 by the signature of the First Agreement on Multilateral 
Monetary Compensations by France, Italy and the three 


) 


' 


Benelux countries. These five countries, joined shortly after- | 


wards by the Bizone of Germany, agreed to accept automatic 
offsets between their credit and debit balances, as long as no 
shift of debtor—and creditor—was involved. Such oppor- 
tunities were extremely rare in practice in view of the 
prevailing disequilibria. The bulk of possible compensations 
would have involved such shifts, and could be effected only 
with the simultaneous ad hoc agreement of all parties con- 
cerned. Other OEEC countries were accepted as occasional 
members, whose ad hoc consent was necessary for all com- 
pensations, of the first as well as of the second type. All of 
them, however, with the exception of Switzerland and 
Portugal—regarded at the time as the hardest currency 
countries—removed this limitation, and joined the initial 
group as regular members in October 1948. 


This geographical extension of the compensating machinery 
formed part of a new and wider agreement, known as the 
1948-49 Agreement for Intra-European Payments and Com- 
pensations. The main purpose of this Agreement, however, lay 
in a very different direction. It was designed to finance the 
bulk of forecast intra-European surpluses and deficits, on the 
basis of the Marshall aid to Europe. Each member country 
was guaranteed dollar aid sufficient to meet its estimated 
deficits toward the Western Hemisphere. Part of the aid, 
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however, was allotted as “conditional” aid, under the proviso 
that the country extend equivalent grants in its own currency 
to cover its estimated bilateral surpluses in Europe. These 
grants—or “drawing rights”—were set up on a gross bilateral 
basis, each pair of countries having to agree in advance on 
their prospective imbalance with each other during the follow- 
ing year. In spite of the term “conditional,” the creditors 
generally retained their dollar aid when their actual surpluses 
failed to meet the pre-estimated targets. Similarly, and in spite 
of some agreed provisions to the contrary, the beneficiaries of 
drawing rights were exposed to lose them insofar as their 
bilateral deficits remained inferior to the amounts foreseen. 


It would be hard to imagine a system better designed to 
discourage competition and to kill any incentive to monetary 
and economic readjustment. The grantors of drawing rights 
would save unrequited exports, and reduce their gifts to other 
countries, by letting their balances deteriorate with relation to 
their debtors. The beneficiaries of drawing rights, in turn, 
would merely lose a gift if they succeeded in improving their 
own position with respect to the donors. Nor could competition 
be expected, either on the buyer or on the seller side, when the 
transactions amounted to a free gift from the latter to the 


first.® 


On the other hand, the system undoubtedly fostered greatly 
the development of intra-European trade, even though on an 
artificial basis. This artificiality was, perhaps, of minor con- 
sequence in the totally disequilibrated world of 1947 and 1948. 
It became more damaging as economic recovery proceeded 
and made it possible to envisage realistically the gradual 
liberalization of rationing and quantitative controls, and their 


® This does not, of course, apply to the individual trader himself, but to 
the governmental policies which could influence prices, costs, and the 
granting or denying of import and export licenses. 
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substitution by competitive market forces bolstered by appro- | 
priate monetary and fiscal policies. 


In the meantime, however, the pressures on the payments 
agreements credit margins were greatly decreased by the 
drawing rights system. A substantial portion of the bilateral 
imbalances were covered by the latter, and bilateral payments 
agreements operated only at the margin, to cover residual 
surpluses and deficits. 


Strenuous attempts to remedy the defects of the 1948-49 


ee 


s 


Agreement produced only minor improvements in the 1949-50 | 


Agreement. The ink was hardly dry on that document, how- 
ever, when the devaluations of September 1949 played havoc 
with its forecasts and bolstered the movement for a more 
normal system of monetary settlements. The United Kingdom 
and the Scandinavian countries still waged a long rearguard 
fight against the strong European Payments Agreement pro- 
posed by the United States and supported by the continental 
countries. ‘he rapid improvement in British monetary reserves 
and the growing realization of the unfavorable results of the 
drawing rights system for the United Kingdom itself finally 
lifted these hesitations. From May on, the negotiation 
progressed with unexpected speed and smoothness, and the 
European Payments Union was put into operation on | July 
1950, although the official legal instrument was signed only 
two and a half months later, on 19 September 1950. 


THE EUROPEAN PAYMENTS UNION 


The European Payments Union, or EPU, constituted a 
radical departure from the past agreements and is most likely 
to have a lasting and considerable influence on the future 
monetary organization of Europe. The author shall therefore 
review, in some detail, its main provisions, its results to date, 
and some of the major theoretical and policy issues which it 
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has raised or is likely to raise. For the sake of simplicity, the 
discussion shall concentrate on the most permanent features of 
the Agreement and, at the risk of minor distortions, deal only 
very sketchily with transitory provisions and operations related 
to the amortization of old debts and to the channeling of 
United States aid to Austria, Greece, Iceland and Turkey. 


Description of the Agreement 


The core of the Agreement lies in the full and automatic 
compensation of all bilateral balances. The latter are reported 
monthly to an Agent—the Bank for International Settlements 
—which establishes the net position of each country vis-a-vis 
the rest of the group.’® That is to say, the French deficits 
toward, let us say, the United Kingdom, Belgium, and so 
forth, are deducted from the French surpluses with the 
Netherlands, Germany, and so forth, and the difference 
establishes the net position of France toward EPU itself. 

From then on, all settlements take place exclusively between 
each country and the Union, rather than bilaterally between 
each pair of trading countries. 

To this compensation over space, so to speak, is added a 
compensation over time, the net monthly surpluses and deficits 
of each country being offset against one another to establish 
the net cumulative position of the country since the inception 
of the Union. 

The first result of these operations lies in an enormous 
economy of necessary means of settlement. As we shall see 
later, nearly three-quarters of the bilateral imbalances are 





10EPU includes as members all the participating countries of OEEC. 
The transactions of Ireland, Luxemburg and Trieste, however, are merged 
with those of the United Kingdom, Belgium and Italy respectively. 
Operations also cover all European transactions with the monetary area 
of the participating countries, including, in the British case, the whole of 
the sterling area and other authorized sterling transfers. 
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offset in the process, and only the remaining one-quarter | 
remains to be dealt with. 


Far more important is the fact that the system destroys, at 
the very roots, all balance of payments incentives to discrimina- } 
tion among members. Whether it be in net surplus, net deficit, | 
or over-all equilibrium, no country has any monetary reason 
to discriminate among its partners. If its difficulties force it 
to restrict imports in order to reduce the drain on its reserves, 
it can do so equally well, and with greater advantage to itself, 
by restricting its least essential, or less economically priced, 
imports, irrespective of origin. Indeed, each country has now 
only one balance of payments problem in Europe, and has no 


longer any reason to distort its normal trade pattern in order | 


to equilibrate its bilateral position vis-a-vis each separate 
country, as was the case under the bilateral payments 
agreements. 


This basic change in incentives is probably more important 
than the formal commitment, also accepted by members, to 
abandon all discriminatory practices in their mutual trade 
and other transactions. It constitutes a first, but vital, step 
toward the elimination of bilateral barriers which were 
~ previously stifling competition in Europe. 

For this to be true, however, not only the net position of 
the country, but also its methods of settlements had to be 
made fully multilateral. Gold itself constitutes, of course, such 
a multilateral means of settlement, but the adoption of 100 per 
cent gold settlements was still premature, economically as well 
as politically. It would never have been agreed to by the 
debtor countries who had secured substantial credits under 
their payments agreements. It would, moreover, have pre- 
cipitated a wave of new restrictions when a fundamental 
objective of the Union was to promote greater progress 
toward trade liberalization. 
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The former bilateral credit margins were therefore abolished, 
and replaced by a mutual payments agreement under which 
each country gives and receives a line of credit to help cover 
its net surpluses or deficits with the Union. In further contrast 
with the former payments agreements, this line of credit will 
not be used exclusively until the credit ceiling is reached and 
then replaced abruptly by 100 per cent settlements. Credit and 
gold are to be used simultaneously. Small cumulative surpluses 
or deficitt—up to 20 per cent-of the quotas established—are 
covered fully by credits to or from the Union. When the 
surpluses rise beyond this level, they are covered 50 per cent 
in gold and 50 per cent by credits until the quota is exhausted. 
For the debtors, the percentage of gold payments increases 
gradually from 20 to 40, 60, and finally 80 per cent. Deficits 
in excess of the quota must be paid 100 per cent in gold 
unless the Organization decides otherwise. 


TABLE I 
GoLp AND Crepir SETTLEMENTS WITHIN QUOTAS 














For Deficits or Deficits are covered Surpluses are covered 

Surpluses of By Gold By Credit By Gold By Credit 
0 to 20% of quota 0% 100% 0% 100% 
_me x7 * 20% 80% 50% 50% 
40to 60%" ” 40°/, 60% 50% 50°, 
60to 80%" ” 60°/, 40% 50° 50°, 
80 to 100%" ” 80°/ 20% 50% 50°, 
CuMuLATIVE TOTAL 40% 60% 40% 60%, 





The advantages of this graduated scale of gold and credit 
settlements are clear. The abrupt change from 100 per cent 
credit to 100 per cent gold settlements would have provided 
excessive facilities at the outset and probably stimulated a 
sudden relapse into trade and exchange restrictions once the 
quotas were exhausted. The present system puts increasing 
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pressure upon debtors to remedy this situation as their deficits 
persist and accumulate. They provide a shock absorber, but 
also a stimulus toward the adoption of corrective measures and 
policies. These pressures are reinforced, as we shall see later, 
by the periodic review of each country’s position by the 
Managing Board and the recommendations and warnings 
which it may give to individual members or to the Organiza- 
tion itself. 
TABLE II 
CuRRENT QUOTAS IN THE UNION 


In Percentages of 








Member Countries In Millions of Dollars* the Total Quotas 
Austria 70 2 
Belgium 360 9 
Denmark 195 5 
France 520 12 
Germany 500 12 
Greece 45 1 
Iceland 15 0.3 
Italy 205 5 
Netherlands 355 9 
Norway 200 5 
Portugal 70 2 
Sweden 260 6 
Switzerland 250 6 
Turkey 50 1 
United Kingdom 1,060 25 
ToTAL 4,155 100 


* The term dollar is used Crougnert, for simplicity’s sake, although all 


operations are carried in units of accounts, equivalent at the moment to 


United States dollars. 

The quotas were initially fixed at 15 per cent of each 
country’s total visible and invisible trade with the EPU area 
in 1949." Later readjustments—in the upward direction— 





a 


11 Except in the Swiss and Belgian cases. The Swiss quota is larger, and 
the Belgian quota lower, than would have resulted from this calculation. 


286 





und 


exh 
cent 
Uni 
exp 
the 
cent 
The 
esti 
pay’ 
crec 
the 
resp 
the 
tely 
was 
cont 
1 
how 
initi 
resp 
cons 
gual 
forn 
liabi 
and 
by s 
it sl 
Aus' 








cits 


but | 


and 
ter, 
the 
ngs 
iza- 


s of 
otas 





have been confined so far to Germany and the Netherlands, 
but an increase of the Belgian quota to $446 million is now 
under discussion. 


These financial arrangements are ultimately balanced, the 
exhaustion of quotas corresponding, cumulatively, to 40 per 
cent gold payments by the debtors to the Union and by the 
Union to the creditors. Initial gold losses should normally be 
expected, however, since in the second and third fifths of 
the quotas debtors pay less gold to the Union (20 and 40 per 
cent) than the creditors are entitled to receive (50 per cent). 
The mathematical expectation of this initial outflow can be 
estimated at about $160 million, to be offset later by larger 
payments by debtors to the Union than by the Union to 
creditors in the last two fifths of the quotas. If, however, 
the deficits happen to be widely distributed, and the cor- 
responding surpluses concentrated on one or a few members, 
the maximum outflow within quotas could reach approxima- 
tely $350 million. A working fund in United States dollars 
was contributed initially by the United States to cover this 
contingency. 


The net United States contribution to the Union was, 
however, reduced to $272 million, owing to the impact of 
initial grants to the weaker countries, not fully offset by cor- 
responding grants of surplus countries to the Union. This sum 
constitutes the present capital of the Union and a partial 
guarantee against any defaults by debtors. The complicated 
formula governing the distribution of the Union’s assets and 
liabilities in case of liquidation is also tantamount to a joint 
and solidary guarantee by all members of the credits extended 
by surplus countries to deficit countries via the Union. Finally, 
it should be noted that the borrowing quotas of Greece, 
Austria and Iceland have remained blocked and that their 
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deficits are generally covered by United States aid rather 
than by EPU lending. 


As important to its success as these financial arrangements 
is the administrative structure of EPU. A Managing Board 
of only seven members is elected annually by the Council of 
OEEC—where all countries are represented—and supervises 
all of the Union’s activities. Important decisions, however, are 
reserved for the Council of OEEC. The Managing Board 
makes its own recommendations to the Council, and may 
adopt them by simple majority vote, but the Council itself can 
act only with the unanimous vote of all countries. Transactions 
themselves are carried out by the Bank for International 
Settlements, acting as the OEEC Agent, under the super- 
vision of the Managing Board. We shall see later how this 
apparently weak and cumbersome procedure is in fact the 


LE a 


— 


main source of the strength and influence exercised by the 


Managing Board on members’ policies. 


Functioning and Achievements of EPU 
(July 1950 - April 1952) 


EPU has now been in operation for nearly two years. The 
total of monthly deficits—and of parallel surpluses—had 
reached by the end of April $6.9 billion. Of this, $5.1 billion, 


eres 


or 74 per cent, had been liquidated by the compensation 


machinery of the Union, leaving only $1.8 billion, or 26 per 
cent, requiring settlement between the Union and its members. 
About 40 per cent of the settlements ($700 million) were 
effected in gold, and 60 per cent ($1,100 million) by exten- 
sions of credit.” 


12 This summary greatly simplifies the actual operations, so as to avoid | 


a cumbersome technical discussion of some passing phases of the 
Agreement, and particularly the impact of initial grants and existing 
resources upon settlements. 
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TABLE III 
SETTLEMENT OF CUMULATIVE NET SuRPLUSES AND DeFICcITs 
THROUGH THE UNION (Jury 1950-Aprit 1952) 
(in million dollars ) 
i ___. senstnsesmensenniteiitinstinatigeiiessenniaanesenaiiiineatiieasiaiiasananin 











Settlements 
Net Surplus ie Grants Lending to (+) Gold or Dollars 
( ; ) or ae repey ie 
“oe” onto) ie Usion (+) he Union 
Austria — 139 — 80 — — 59tt 
Belgium + 780 + 2 + 424 +326 
Denmark — 15 — — 15 — 
France — 442 = — 362 — 80 
Germany + 168 _ + 134 + 34 
Greece — 195 —115 — — 80tt 
Iceland — 10 —- 4 — — 6ft 
Italy + 250 — + 146 +105 
Netherlands + 176 — 30 + 139 + 68 
Norway — 64 — 60t — 4 — 
Portugal + 101 -= + 58 + 44 
Sweden + 248 t 10 + 145 + 93 
Switzerland + 167 — + 109 + 3B 
Turkey — 127 — 25t — 30 — 72tt 
United ne —. 897 +150 — 633 —413 
TOTALS +4 1890 +189 +1153 +728 
~1890 —314 —1045 —/11 





* After repayments of pre-EPU credit or debit balances. 
+tIncluding $10 million as long-term loan for Norway and the full 


$25 million for Turkey. 

++ The United States made full payments to EPU on behalf of Greece 
and Iceland, $42 million on behalf of Austria, and $48 million on behalf 
of Turkey, i.e., $176 million in all. 


The convertible assets had fluctuated widely over the period 
—up to a maximum of $448 million, and down to a minimum 
of $179 million— but were, at the end of April, within 
$5 million of the initial working fund of $350 million. 

All the above figures, however, refer to the net (cumulative ) 
settlements over the 22 months under review. On a gross 
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basis, debtors had paid $1,248 million of gold to the Union 








and borrowed $2,318 million; creditors had received $1,264} 4 © 
million of gold, and lent $2,426 million to the Union. The the to 
differences between gross and net payments and credits reflect @f cur 
the wide swings which occurred in the members’ positions, | 8° 
The largest creditors of the Union in the first period of | pa 
operations—the United Kingdom and France—have become | ™ 
its largest debtors in recent months. Conversely, all of the} Thi 
initial borrowers—except Turkey—have now amortized most ' to un 
of their debts, and some of them have become substantial } in sor 
creditors of the Union. Germany and the Netherlands, for! credit 
instance, repaid respectively $283 million and $192 million | tion, 
of borrowings and have now accumulated credits of $134} broug 
million and $139 million on the Union. As of the end of } bilate: 
April, debt repayments totalled about 55 per cent of the | instea 
total credits granted; and 95 per cent of the outstanding debts | contr 
to the Union were less than eight months old.’* stifle | 
Gold and compensations are sometimes regarded as Fre 
“normal” means of settlement, while the introduction ot | total | 
United States aid and EPU credits in the settlements are $19 t 
taken as a measure of the system’s softness. Compensations | the in 
and direct gold payments by debtors have covered $5.6 ,. the 
billion, or 81 per cent, of the deficits to date, United States 35 pe 
financed grants and payments $490 million, or 7 per cent, Th 
(instead of 32 per cent’* under the pre-EPU arrangements), | imme 
aiciattia aiid | of EF 
18 With convertible assets more than ten times those of the Union, the was T 
International Monetary Fund’s lending over five years reaches only | 
one-third of the Union’s loans in two years; repayments total about list of 
15 per cent, and more than 90 per cent of outstanding claims are four 
to five years old. ment- 
14 At that rate, United States aid would have been called upon to finance count 
$2,200 million of intra-European deficits, instead of $490 million, in the 
last twenty-two months. We should, however, add to the latter figure | 
$50 million paid to the United Kingdom under a special underwriting | 15 Thi. 
arrangement for old sterling balances repaid through EPU. As mentioned countr 
above, the $350 million United States contribution to the working fund / 69 per 
is still virtually intact. | applies 
produ: 
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and EPU credits to debtors $1,045 million, or 15 per cent of 
the total deficits. In the same period, however, $554 million 
of currency balances accumulated under the previous payment 
agreements were amortized through the Union. The nei 
extension of credit by EPU over the period reduces, therefore, 
to less than $500 million. 


These seem to be staggering results, and it is difficult 
to understand the accusation of excessive “softness” raised 
in some circles against EPU. Such revolving and moderate 
credits are certainly a small price to pay for the multilateraliza- 
tion, liberalization, and increase of trade and competition 
brought about by the EPU. Previous to EPU, far larger 
bilateral credits and United States aid (about 75 per cent, 
instead of 22 per cent, of monthly deficits) tended, on the 
contrary, to freeze trade patterns into bilateral lines, and to 
stifle competition among the European countries. 


From about $11 billion annually, immediately before EPU, 
total trade within the area has jumped to an annual rate of 
$19 billion in the last quarter of 1951. While about half of 
the increase is estimated to be due to post-Korean price rises, 
the increase in volume is probably in the neighborhood of 
35 per cent in a year and a half. 


The commercial clauses of the EPU Agreement foresaw an 
immediate increase of trade liberalization, upon the inception 
of EPU, from 50 per cent to 60 per cent.*® This percentage 
was raised a few months later to 75 per cent, and a common 
list of goods—including, inter alia, all textile goods and equip- 
ment—totally liberalized in this fashion was adopted by all 
countries. All monetary discriminations, associated with the 





15 This is to say that all quantitative restrictions had to be lifted, by each 
country, on goods imported from the area and which accounted for 
60 per cent of its total intra-European imports in 1948. This percentage 
applied separately to raw materials, agricultural, and manufactured 
products. 
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previous bilateral system of settlements, were also eliminated 
as soon as EPU entered into activity. 


It should be noted, however, that these commitments are 
subject to some escape clause for countries which are still too 
weak to put them into effect. They obviously could not be 





applied to Greece and Austria, for instance, since these | 


countries receive no credits from EPU and are entirely 
dependent upon United States aid for the settlement of their 
deficits in the Union. Other countries have also obtained 
temporary relief from the liberalization commitments. France 
and the United Kingdom have been in this situation for the 
last few months, but, on the other hand, the Netherlands, 
Norway, Denmark and Germany increased their liberalization 
as their position improved, and have now all reached or 
exceeded the 75 per cent target. Moreover, this target is 
exceeded in practice by the stronger countries. A year ago, 
France and Britain had liberalized more than 75 per cent of 
their imports, and today the effective Belgian, Swiss and 
Italian liberalization ranges from 85 to 98 per cent of their 
EPU imports. Reductions or suspensions of tariffs are also 
frequently put into effect by the countries in strong surplus, 
and have been particularly extensive in the case of Italy. 


Thus, within the general framework of the liberalization 


i 


me ig 


movement, progress is faster for the surplus countries, but | 


slower and halting at times for countries which suffer sudden 
setbacks in their international payments position. This double 
feature reduces, of course, the disequilibria in the Union and 
the calls upon its limited resources. Short of automatic and 


unlimited aid to cover deficits, faster liberalization by the | 


deficit countries could be ensured only by greater exchange 
flexibility or prompter domestic readjustments in monetary 


and fiscal policy. Exchange rates, however, fall unequivocally / 


within the jurisdiction of the Fund, and EPU’s Managing 
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Board has been extremely careful to refrain from any inter- 
vention which might precipitate a conflict of jurisdiction 
between the two institutions. 


It has, on the other hand, acquired very rapidly a growing 
influence over the monetary policy of its members, and this 
influence has been consistently directed at speeding up 
monetary readjustments in order to avoid, to the maximum 


} extent possible, a relapse into direct measures of trade and 


exchange controls. 


The success obtained by the Board in this respect is all the 
more remarkable if one remembers that monetary policy had, 
for years, given way to direct controls throughout Europe, 
that nearly all countries had successfully opposed the attempt 
to endow the Board with real authority, and that everybody 
expected countries to restore controls as soon as they reached 
deficits calling for even 20 or 40 per cent gold settlements. In 
actual fact, controls were restored by France and England, 
on a limited scale, only after they reached much higher gold 
settlement points, and by Germany only after it had greatly 
exceeded its quota. The Netherlands paid up to 60 per cent of 
its deficits in gold without increasing its existing restrictions. 
In all four of these cases, internal corrective measures accom- 
panied, preceded, or substituted for, import restrictions. 


This unexpected success of the Managing Board in a field 
so jealously guarded by national sovereignty against all 
external pressures, has a triple explanation: the able handling 
of the German crisis by the Board at its first meeting, the 
further development of more discreet intervention techniques, 
and finally the very weakness of the Board’s jurisdictional 
powers. 


When the Managing Board met, for the first time, in 
October 1950, Germany had practically exhausted its whole 
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quota in the Union in less than four months. If nothing were 
done, drastic import restrictions would have to be imposed 
to cut the German deficit. These restrictions would bear 
particularly on the exports of two of the weakest countries | 
in the Union at the time: Denmark and the Netherlands, 
These countries, in turn, would have to forego their most 
essential import needs. A spiralling of restrictions, spreadin 
from country to country threatened the entire collapse of the 
trade liberalization program of OEEC, and a severe setback 
to European production and recovery. 


Confronted with this situation, the Board acted with un- 
expected speed and energy. In spite of all emotional prejudices 
toward a former enemy country and of deep conflicts of 
interest among its members,’® the Board agreed, in record 
time, to offer Germany a temporary line of credit of $120 
million, if a strong program of financial and economic read- 
justments were put into effect by the German authorities, 
under the continuous supervision of the Board. These recom- 
mendations were accepted by Germany and the OEEC 
Council, and the plan entered into operation at the beginning 
of November. 


The results were, at first, disappointing and import restric- 
tions had to be introduced by Germany in March 1951. The 
continuous expansion of German production and exports made 
it possible, however, to sustain a much higher level of imports 
than would have been possible in October. Moreover, 
Germany and all the participating countries agreed to place 
the distribution of German import licenses in the hands of 
an international committee of three men, in order to avoid 


16 France and the United Kingdom were averse to increasing their loans 
to the Union and to facilitating further stockpiling of scarce raw materials 
by Germany. Denmark, Italy and the Netherlands had opposite financial 
and commercial interests, since a loan to Germany would reduce their 
deficits and sustain their export markets for fruit and vegetables. 
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bilateral bargaining and to minimize the harmful impact of 
the restrictions on the weaker members of OEEC.”* 


The situation improved shortly thereafter. The whole credit 
was repaid by the end of April, six months before maturity, 
and Germany soon changed its position from that of an 
xtreme debtor to that of a large creditor of the Union. An 
accounting deficit of more than $450 million at the end of 
February 1951 made room for a surplus of nearly $170 million 
in April 1952. German dollar reserves also increased in the 
meantime to more than twice their previous level, reaching 
their highest point in more than twenty years. Industrial 
production increased by 20 per cent in a single year, exports 
by more than 40 per cent in volume, and 70 per cent in value. 
The over-all trade deficit was cut from more than $700 million 
in 1950 to less than $30 million in 1951. 

It is no wonder that this first experience of EPU coopera- 
tion made a deep impression on other countries. The 
Netherlands and Denmark, particularly, decided to adopt new 


| monetary and fiscal measures of readjustment before these 


were forced upon them by the continued increase of their 
deficits in the Union. Here again, the improvement was rapid 
and spectacular. Denmark’s deficit in EPU declined from 
$72 million at the end of July 1951 to $15 million in April 
1952, and the Dutch deficit of $267 million was totally 
amortized and replaced by a surplus of $206 million.”* 

In the meantime, the Managing Board was also perfecting 
its techniques of intervention, so as to avoid as far as possible 
the cumbersome and dangerous procedure of public and 
spectacular discussion of a country’s difficulties in the OEEC 


17 Anybody who is familiar with modern trade techniques and policies 
will realize the revolutionary character of this temporary surrender of 
national sovereignty to an international group of civil servants. 

18 Further data on the revival of monetary policies in EPU countries, as 
an alternative to direct controls and administrative restrictions, will be 
found in the December 1951 issue of the Federal Reserve Bulletin. 
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Council and technical committees. In many cases, the advice 
or warnings of the Board were communicated to the countries 
concerned informally and without any publicity whatsoever, | 
either by the Board members for countries directly represented, 
or by the Board’s chairman, or by special invitation to a 
country to send representatives to a meeting where the 
country’s problems would be discussed. 


Finally, and paradoxically, the influence of the Board can 
be ascribed to the very precautions initially taken to minimize 
its legal powers and importance. First of all, the Board is 
barred, in most cases, from adopting final decisions, binding 


on all members. Its recommendations must be adopted by | 


unanimous vote of the OEEC Council before they can have 
any executive force. As a consequence, the Board has been 
allowed to vote by simple majority—a provision without 
precedent or parallel in OEEC—and its members are usually 
left a large degree of discretion, instead of being rigidly bound 


by their government’s instructions. Its recommendations | 


carry, however, an enormous weight in the Organization. If 
unanimity is required for their adoption, unanimity is also 
required to modify them in any way. A country may often be 
opposed to some aspects of the Board’s recommendations, but 
still prefer their adoption to the absence of decision which 
would result from its veto. 


Secondly, the Board members are not in permanent session 
in Paris, but most of them continue to carry primary respon- 
sibilities in their own country for the daily preparation or 
formulation of policies in the monetary and exchange field. 
They bring to the meetings a full knowledge of their country’s 
prospects and problems, and then return to their daily tasks 
with a keener realization of the prospects and problems of 
others, and of the measures necessary to avoid later crises or 
open conflicts in OEEC. Their advice carries a great weight 
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with their respective governments. As a result, necessary 
harmonization of policy can often be effected quietly at the 
technical level, or be greatly facilitated even in the more 
difficult cases calling for decisions by the Council itself, at the 
ministerial level. 

In brief, the absence of jurisdictional powers has produced 
a most effective machinery for effective cooperation and 
successful negotiation of conflicts of interests and policies 
among the members of EPU. 


Criticisms and Failings of the Agreement 


The main criticisms of the Agreement have been directed 
at the so-called “softness” of settlements, and at its regional, 
discriminatory, character. 

The first criticism has already been discussed at some 
length,’ and need not detain us much further. EPU is 
certainly softer than the full-fledged gold standard. The 
practical alternative to EPU, however, is not now the gold 
standard, but a return to bilateralism. The premature imposi- 
tion of 100 per cent gold settlements would be accompanied 
by generalized trade and exchange restrictions, and inevitably 
followed by new bilateral trade and credit arrangements. Any 
country which refused to enter into such arrangements, and 
insisted on 100 per cent gold payments would find itself 
barred from its normal export markets by discriminatory 
techniques. While some countries could possibly run this risk, 
and overhaul accordingly their whole trade and production 
structure, all these adjustments would presumably have to be 
reversed later when further economic recovery permitted a 
return to convertible settlements. 

Full convertibility cannot be restored by the fiat of legal 
signatures to an international agreement. It presupposes a 
basic equilibrium in the economy of at least the major 


19 See pp. 290ff. 
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countries. Until such conditions obtain, credits from the! 
) stronger to the weaker are indispensable to avoid unnecessary | ie 
| discrimination and a stifling of the competitive pressures which | 

will help equilibrate comparative prices and costs, and restore 





\the basic conditions making convertibility possible. Such - 
\credits, however, should be accompanied by, and made con- and 
ditional upon, adequate readjustments of monetary and | - 
exchange policies. Such readjustments are promoted in EPU ihe 
by the increasing schedule of gold settlements and by the | ™™ 
powerful influence exercised by the Board on member | ~ 
countries’ policies. - 
In the long run, normal trade patterns should tend toward | . ; 
the exhaustion of all quotas, both for creditors and debtors, a 
and transform EPU automatically into a mere clearing doll 
machinery with 100 per cent gold settlements. If this trend ie 
is to be encouraged and hastened, new provisions will have b 
to be made for automatic swing credits of a strictly temporary a 
character and for special assistance to countries encountering . c 
graver difficulties but willing to undertake and implement i 
fundamental readjustment programs. The success of the se 
German experience emphasizes the possibilities of this ioe 
approach. ee 
Finally, we should remember that one root cause of the - 
persistence of quantitative restrictions in Europe is the low ,  suct 
level of monetary reserves in most countries. In actual pur- ae 


chasing power they are probably some $10 billion short of 217 
their prewar level. Adequate reserves are necessary to give a a) 


country sufficient time for monetary measures to act. If un¢ 
reserves are insufficient, quantitative restrictions are the only 2 
alternative to international default or to wild and unnecessary wi 
fluctuations in exchange rates. The automatic credits of > 
EPU—amounting in practice to no more than some $1,200 | 7 
million—leave the debtor countries under far greater pressures bo 

Ta 


than they were before the second world war. They play—but 
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only on a minor scale—the role previously assigned to 
monetary reserves and readjusting capital movements under 
the classical gold standard. 


The second objection is more serious. The EPU system has 
restored multilateralism over a wide area, but has left intact— 
and might even increase—discrimination_against the dollar 
area. This is no more, however, than a tacit application of 
the scarce currency provisions of the Monetary Fund Agree- 
ment.” European creditors, moreover, are now allowed to 
earn substantial dollar settlements, usable for dollar imports, 
where most of them could only obtain, previous to EPU, 
bilateral, inconvertible balances. The net effect on dollar 
trade may be to shift dollar imports in Europe from the 
debtor to the creditor countries. No cut is involved, in over-all 
dollar imports by Europe as a whole. The debtors, on the 
other hand, are able to increase their imports from Europe 
by an amount larger than the cuts in their dollar imports 
which may result from the diversion of their dollar earnings 
into EPU settlements. In essence, the credits extended in 
EPU help to sustain a larger amount of trade in Europe, 
while the gold settlements lead only to a redistribution of an 
unchanged volume of dollar trade.” 


20 These provisions were not used officially, since countries were free to 
discriminate under Article XIV. EPU succeeded, at least, in limiting 
such discrimination to the scarce currencies, and in stopping its unneces- 
sary extension as a bargaining weapon in all trade negotiations, even 
with weaker countries. 
*1 This generalization should be qualified by the following observations: 
a) immediate dollar imports may be reduced if the creditors are more 
inclined to add them to reserves while the debtors would have been 
ogre greater pressure to buy dollar goods; 
) the increase in the debtors’ total imports may help in the recovery of 

production and of their exports to the dollar area, thus increasing 
urope’s dollar earnings and its capacity to import dollar goods—this 
effect was most evident in the German case; 

¢) debtors will be under greater pressure to expand their dollar exports, 
and this pressure may decrease for the creditors insofar as they earn part 
of their dollar needs from Europe. This should not be overemphasized, 
however, since all countries still retain the incentive of full—rather than 
fractional—cash settlements for their exports to the dollar area. 
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Again the restoration of worldwide convertibility, and the 
elimination of dollar restrictions, depends on Europe’s progress 
toward viability. This progress would be slowed down, and 
not hastened, by the return to bilateralism which would be 
the unquestionable result of the abolition of EPU at this time, 
This is why the agreement will almost certainly have been 
renewed before this paper is published, in spite of present 
conflicts and of the enormous difficulties presented by the case 
of extreme and persistent creditors. 


The extraordinary degree of mobility and flexibility of the 
debtors’ positions has been indicated above. With the excep- 
tion of Greece, Austria, Turkey and Iceland—whose deficits 
are largely financed by the United States—all initial debtors 
of EPU have practically amortized their whole indebtedness, 
and the largest ones have become creditors in the Union. 
There is little reason to doubt that the position of the newer 
debtors—France and Britain—will also improve in the 
forthcoming months. 

This flexibility is not fully matched on the creditors’ side. 
A few countries have shown a strong tendency to maintain 
large and fairly persistent surpluses, which have brought them 
far beyond their initial EPU quotas. The most extreme case 
is that of Belgium whose EPU surpluses have reached more 
than twice its quota. 

The Agreement, while specific on the principle of 100 per 
cent gold payments by debtors beyond their quota, remains 
vague as to settlements to creditors beyond quotas. Ad hoc 
decisions must be made on this point by the Organization. 

A double problem is involved. First of all, the convertible 
assets and receipts of EPU might be insufficient to meet 
100 per cent payments to creditors beyond their quota if the 
surpluses happen to concentrate on a few countries with low 
quotas, while the deficits are spread out among many countries 
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land remain, in consequence, in the lower fifths of gold 
| ettlements to EPU. As a matter of fact, EPU could have 
paid up to now 100 per cent to excess creditors, but only 
| because the second condition above has not been fully realized, 
the United Kingdom and France having now exhausted, or 
nearly exhausted their quotas as debtors. Any danger to the 
‘liquidity of EPU could probably have been met anyway by 
moderate additional contributions to the working fund, or by 
a decision to increase each country’s lending commitments as 
acreditor above its borrowing rights as a debtor. Beyond these 
commitments, the rule of full gold settlements could then 


‘have been applied both to creditors or debtors, unless the 


Managing Board granted special assistance to the latter in 
connection with readjustment programs of the German type. 


There were, however, other objections to full gold settle- 
ments to extreme creditors, as long as the debtors were forced 
to liberalize their imports from such creditors far beyond the 
degree of liberalization effectively applied to their imports 
from the dollar area. Why should they, as a group, make 
100 per cent gold payments for unessential imports from 
Belgium, while being still unable to cover more essential 
requirements from the dollar countries, and particularly the 
United States? On the other hand, it is evident that mere 


. tegional surpluses and deficits do not provide any accurate 


=. 22) ae 





guide as to the legitimate borrowing needs or the lending 
capacity of EPU members. 


A full discussion of this intricate problem is far outside the 
scope of this paper. The author holds to the conviction that 


. the solutions actually adopted in recent months were far from 


satisfactory and threatened to lead to a complete breakdown 
of EPU’s most vital objectives. Continued uncertainty as to 


| settlement rates stimulated restrictions by Belgium on her 


exports to Europe, in an effort to cut down her further 
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extension of units to EPU. These restrictions bore particularly 
on essential goods, more easily saleable in other markets. The 
results were tantamount, therefore, to enforced discrimination 
by other countries on their more essential, rather than on their 
less essential, imports from Belgium. This was a most wasteful 
procedure which might force, for instance, Norway to buy | 
steel in the United States, while Belgium herself sold to the 
United States the steel she denied Norway. 


At the time of this writing, large concessions to Belgium | 
have been very nearly agreed upon to avert a final breakdown | 
of EPU. Unfortunately, they center on the repayment of past | 
Belgian credits rather than on the adoption of clear-cut settle. | 
ment rules for the future. The problem, therefore, may well | 
reappear in acute form im a not too distant future. 


It may be hoped that more constructive solutions will 
emerge before then. They should probably lie in several of | 
the following directions: 


1. a strengthening of EPU’s convertible assets fund, 
and of its ability to provide special assistance to 
countries in difficulty; 


2. an increase of lending commitments above borrow 
ing rights; 

3. further increases in the Managing Board’s influence 
on the policy of excess creditors as well as of excess 
debtors; 


4. the commercialization of excessive debit or credit 
balances in EPU, and some encouragement to the 
resumption of readjusting capital movements, 
through reasonable guarantees against exchange | 
controls or exchange risks and through more flexible 
interest rate policies; 


. closer cooperation with the International Monetary | 
Fund on the problems of exchange rates, of the | 


wi 
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use of third currencies in EPU settlements, and of 
possible rediscounting operations between EPU— 
or its members—and the Fund; 


. in connection with more liberal tariff policies and 


administration in the United States, a gradual 
reduction in present discrimination against the 
doliar area. 





Relation of EPU 
to European Integration 


The European Payments Union has already made sub. 
stantial progress toward a freer flow of European trade and | 
the harmonization of monetary policies in Europe. How much | 
further this progress can be carried clearly depends on deci- | 
sions in other fields such as the Schuman steel and coal plan, | 
the Pleven plan for a European Defense Community and the | 
various projects looking toward the creation of a political | 
federation of European states. 


If other conditions are favorable, EPU could easily and 


unobtrusively develop into a Central Bank of Europe, through , 


a normal process of operational growth rather than through 
more spectacular and premature blueprints. What would be 
indeed the main functions of such an institution? 


The lending and rediscounting functions of a central bank 
are already performed by EPU, both in the form of automatic 
credit settlements and of special assistance credits. The 
influence of the Managing Board on the member countries’ 
monetary policies has grown rapidly and would grow further 
with the development of special assistance operations. The 


concentration of international reserves could easily be pushed , 


further through the settlement of excess credits in convertible 
accounts—usable to meet deficits outside as well as within 
the EPU area—in lieu of cash gold or dollar settlements. 
Finally, the liabilities of EPU to its creditors are, in essence, 
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| a form of monetary issue already. The claims of creditor 
' countries on EPU do not have public circulation, but 
approximate closely the monetary deposits of commercial 

| banks with their own central bank. 
In all these respects, the differences between EPU and a 
European Central Bank are mostly differences of degree only. 
' The major—and fundamental—difference lies in the fact that 
continued deficits of a country in EPU may be resolved by 
quantitative restrictions or currency depreciation rather than 


8 : ; ; ace 
_ by forced readjustments in domestic policies. As a consequence, 
vill the unit of account in which all EPU operations are expressed 
. )} remains strictly what the name indicates: a unit of account, 
leci- | 
ae rather than a full-fledged European currency. 
an, 


The full monetary unification of Europe could not, indeed, 
the | be effected overnight. Even a European federation would 
nn almost certainly leave to each one of the federated states the 
initiative and responsibility of its national monetary issue. 
and | Progress toward unification would be gradual, and follow, 
ugh ; rather than precede, the harmonization of national monetary 
ugh | policies. 
be International pressures for such harmonization would pro- 
bably grow, however, with further progress toward trade 
liberalization, and with the binding and lowering of tariffs 


unk 

tic _ through the creation of a preferential customs area and, 
he ultimately, of a full-fledged customs union. These develop- 
es) _ ments would leave member countries with only one escape 


from effective harmonization of their monetary policies, i.e., 
he | modifications in their exchange rates. 


ed | Institutional arrangements to prevent readjustments in the 
le intra-European pattern of exchange rates will certainly remain 
undesirable for some time. Indeed, a greater flexibility of 
exchange rates would probably hasten, at this stage, the 
restoration of a better equilibrium in the fundamental price 
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and cost relationships which underlie the countries’ balanog) culatin 
of payments. At a later stage, however, the stabilization gf other 
intra-European exchange rates might become an objective gi} bear 4 
policy for a federated Europe, and pave the way for the under 


ultimate adoption of a common European currency. Greece 
: ; ul 
The present EPU unit of account might serve as an anchor of E 


for such an evolution. When European countries reach the — 
point at which effective stabilization of their currency become! Bas! 
possible, most of them will probably want to dramatize this} Europ 
stabilization by overhauling their present currency systems| the @V 
whose basic units have become too small for the convenience} te ‘ 
of transactions. The progressive adoption by all of them of mecha 
similar and equivalent national monetary units—equal for| © inf 
instance to the EPU unit of account”*—would create a power-| W@!- 

ful deterrent to later fluctuations in intra-European exchange used t 
rates. It can be observed that the few Latin American cur-} Cent? 
rencies which are at par with the United States dollar—or in} Count 
a simple ratio to it—have all remained stable over many years,| Pa 


while all other Latin American currencies fluctuated widely | © for 
in value. One of the reasons for this is that a fluctuation from | ™§ 
| to the 


par to 90 per cent of par attracts far more attention and 
opposition than a similar fluctuation from an arbitrary rate; Th 
of, let us say, 314 per dollar to another arbitrary rate of | above 
349 per dollar. This resistance of the public to changes in the | now 
exchange rate could be further enhanced if the new—and | acces 
equivalent—monetary units were granted the privilege of | operé 
intercirculation throughout the Union’s territory. | oT 


Each central bank would remain responsible for its own | desig 
currency issue, and would have to redeem monthly—as part | sbili 
of the EPU clearings and settlements—any of its notes cir- | gold 


22 A redefinition—without devaluation, of course—of the EPU unit of 
account to one-fifth of its present value would restore the traditional Cou 
relationship of the old Latin Union monetary units to the United States grea 
dollar. 
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culating outside its territory and returned by the public to 
other central banks. Such a system of intercirculation would 
bear a great deal of resemblance to the old Latin Union 
under which silver coins of France, Belgium, Italy, Spain, 


| Greece, and other countries, circulated at par throughout most 


of Europe, irrespective of fluctuations in the value of their 
silver content with respect to gold. 


Basically, of course, the successful stabilization of intra- 
European exchange rates would depend, in the long run, on 
the avoidance of inflationary policies—or, at least, different 
rates of inflation—in the participating countries. The above 
mechanism would, however, strengthen further the resistance 
to inflationary policies which has developed already since the 
war. The public is far more aware of such dangers than it 
used to be. Any large increases in Treasury financing by the 
Central Bank is quickly followed today, in a number of 
countries, by political and social unrest, governmental upturns 
in Parliament, price rises, wage claims, strike movements, and 
so forth. Very weak governments have been seen, therefore, 
increasingly to prefer the unpopularity of drastic tax increases 
to that of deficit financing through the printing press. 


The gradual return of monetary confidence, implicit in the 
above program, would moreover reactivate the capital markets 
now paralyzed by depreciation fears, and restore normal 


"access to savings which flee today into gold or black market 


operations, thus aggravating balance of payments difficulties. 


The present definition of the EPU unit of account was 
designed, from the start, to keep the door open to the pos- 


_ sibilities outlined above. It corresponds at the moment to the 


gold content of the United States dollar. This gold content 
can be modified only by unanimous decision of the OEEC 
Council, but no country can veto a modification that is no 
greater than the modification of its own gold parity since 
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the inception of the EPU Agreement. This means, in effe 
that the EPU unit of account carries an exchange guarantj 
in terms of whichever European currency actually rema 
most stable with respect to gold. 


The use of the unit of account, and of this implicit exch 
guarantee, is now limited to the central banks’ accounts in th 
Union. Nothing would prevent, however, its later extension § 
desirable intra-European capital movements, or even to g 
cified categories of domestic operations, in which such 
would be deemed useful or necessary. 


CONCLUSION 


This discussion has carried us into long-range speculation 
which appear, as of today, extremely academic and utopiar 
The EPU plan itself, however, appeared to many just a 
utopian three years ago. Certainly, the developments analyze 


above—a fundamental overhauling of the International 
Monetary Fund and the gradual development of EPU into 
a single monetary area—may stop far short of their ultima 

goals, or bend into a very different direction. Certainly also, 
the monetary integration of Europe can only take place ag 
part of a much broader evolution toward political, as well a 
economic unity. There are many obstacles in the way, buty 
also an increasing realization in all countries that Europe 
must unify if it wishes to survive culturally, economically and 
politically, as an integral part of the free world. 





